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O P I N I O N
-c-_--4

This appeal LS iid~ p-GTSQa9t to section 25667 of
the Revenue and Taxation Code from the *action of the Franchise
Tax 'ooard on the protest of Bay Area Dryk~all, Inc., against a
p;_-oposed assessment of additional franchise tax in the mount
of $898.64 for the izcor2e year 1363.

.kppellant,  a California coqorat:on,  ms fond in
1955 and engaged in the business of dry wall construction.
In computing its income, it used th,e specific chai-ge-off
n;ethod of accounting for bad debts, deducting debts as they
becarze worthless. Its franchise tax returns reflected the
use of that net'ncd'. .

On Febmary 22, 1961, appellant filed a petitio!
in bankruptcy. It did no busii;ess in 1962. It filed a
franchise tax return fez the income year 1952 in which no
incone was reported.
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represeI-lticg an estimate of the percentage of outstand?_ng
de3ts that will.become worthless in the future. As the volume
of outstanding debts increases, additions are made to the
reserve and are deducted from income. &pellant did not
request respondent's permission, to change to the reserve method.

Respondent disallowed the deduction taken by
'appellant on the reserve method on the ground that appellant
did not rec;,uest permission to change its method of accounting
for bad debts as required by respondent's regulations.

Section 24-34-S of the.Revenue and Taxation Code
provides that "T*here-shall be allowed as
w'nich become worthless within the income
discretion of the Franchise Tax Board, a
to a reserve for bad debts,"

a deduction debts
year; or, in the
reasonable addition

Respondent' s regulations provide that:

Bad debts may be treated in-either of
two ways

(1) By a deduction from income in
respect of debts \:jhich become Worth-
less in whole or in part, or

(2) By a deduction from income of an
additicn to a reserve for bad debts.

A taxpayer filing a Cirst return of.In cone may select either of the above
two methods subject to approval by the
Franchise Tax Board u?on examikation of
the return0 If the method selected TS

approved, it must be followed in returns
for subsec;uent  years, except as permission
may be granted by the Franchise Tax Board
to ck3$? to another method. kpplication
for pe-rmission to change the method of .
trez_tip+g ‘jz,d dz*s’cs sha;l ‘se made .zt
least 30 days prior to the close of the
in COiZZ yeaz for which the change is to
be effective, (Cal. >_dmin. Code, tit. 13,
reg. 2412lf(l), subd. (b).)
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Appellant ar, .,xles that its return for the income
year I.953 was equivu__~5~iit to a first return of a comneneing-
corporation because the return ~;as filed after appeilant's
bankruptcy and af-ter a period of inactivity. It concludes,
therefore, that its electLon to use the reserve method in
that return was authorized by respondent's regulation. It
also states that th'e p'urpose of r,equiring pe-rmission to change .

methods of acccuntin$ for bad debts is to prevent duplication
or omission of items oz' income or expense. Under the particular
facts of its case, says appellant,, no such duplication or
omission occurred and, accordingly, its use of the reserve
method was proper,

In our opkion, the return filed by appellant for
the income year 1953 was not its "first return" within the mean-
ing of the pertinent regulation. That TetUri? was not literally
its ilfLrSt re'turn, ” because it had previously filed returns0 Upon
res*uming business after a period of inactivity, appellant was not
a "commencing corporation" for other purpcses of the franchise tax
law. (Rev. & Tar;. C o d e ,  6s 2 3 2 2 2 ,  23281.) Insofar as the
possx'biii,ty of du?lrcations or o~!isskons is concerned, mo;"eoVer,
a co~poi-atf.o~~  cb_z::ging me.;;-L& 5 of accounting for bad debts upon .
resuming business is not in the sam.e class as a corporation making
its initial election of a method,

Since the 1963 return was not appellant's first
return and since it had used the s!Jecific charge-off method in
prior returns, the next quest;on is whethLer it could validly
c'h angcv to the reserve metho d xithou-i: req-uesting permission as
speeifi_ed in respondent's regulation.

Ey requFring advance perk_ss'_on to change to the
a c=ven a timely opportuni_ty tores- rve ~ixttllc6~ resnondmt is 3~

exert-Lse i_ts sta",u";bzy  discre'iion by determining whethz:r the new
maet;T‘(-Jd is ap?ropri,ate  to the type of b~sj_~,,ez_s and whether adjustments
are necessary to prevent duplications or omissions. The recrdi_re-

ment eblo~~s reswndent to kreigh, before‘ the change is made, facts
such 2s apTde :_ leg t 1 s banI;ruptcy and its tezqorary cessation of
busi:-Jess.Yfhe  _- _._-ye=;27  -c;zment =Clli -,!-it:?in res?ondent's discretion, is
clearly spelled out in the regulation, and may not be ignored,

a co,, 18 ~.T*;$, 753, afZ-'d, 53 Fe2d_1333*)

128



P

u s e  the reserve mthod v1as unnecessary in that case because thg.
tm:psyeL" had not previously incurred any bad debts ar?d had not

:,previously elected to use any method of accounting for them.
'Here, appellailt elected to use the specific charge-off method
long before it attmpted to change to the reserve method.

Since appellant failed to conply with the authorized
and unambiguous requirenent that it request pemission to
change to the reserve method of accouilting for bad debts,
respoEden;"'s di.salLowance of a.deduction  under that method
must be sustained.

ORD ia
----d

Pursuent to the views expressed in the opinion of
the board on file in this proceeding, ar.d good cause appear-
ing therafor,

IT 1s f-izRx3y CT?xll2TJ,  ,ILJJuiJGED  $<jQ) DzCREa,  pursuant
to seetion 25657 02 the Revenue and Taxation Code, that the
acti. of the Franchise Tax Zoard on the protest of Say A,:rea
Dry9al.1, IZCO, agalzst a pxcposed assessment of additional.
fraDchise ta-x j.n t:he amount of $398.64 for t'ne income year 1963 x
be and .Lhe same is hereby scstained,

of
Cone at sacrazento CalifOrLl2-Sj  this 1st

by ghe'StateTZo,ard/ of _.
day

tenF,er J 1958, EaJalizat5.03.
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